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1 Theoretical framework and hypotheses development

The credibility and rectitude of monitoring effectiveness of non-executive (outside)
directors has been established in the past empirical academia (Mura, 2007). The agency
theory explanations have primarily concentrated upon the monitoring role of outside
directors (Fama, 1980; Fama and Jensen, 1983). It holds that the controls between the
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board and inside management can be effectively established by independent board
members and thus, act as a strong internal corporate governance mechanism (Bozec,
2013). This significance of outside (in particular, independent directors) has also been
empirically recognised in firms experiencing such type of agency problems (Mak and
Roush, 2000; Wang and Lee, 2012) due to the benefits of diminishing agency costs
(McKnight and Weir, 2009). Outside directors must perform their roles in the best
interests of the shareholders (Rosenstein and Wyatt, 1990; Zou et al., 2012), more
specifically, the minority shareholders in situations wherein controlling shareholders are
more dominant. In this sense, the role effectiveness of independent directors, depends to a
greater extent, on the nature of corporate ownership structures, due to the predomination
of the controlling/dominant shareholders (Anand et al., 2010; Yu and Zheng, 2014). All
in all, the relevance of monitoring benefits offered by board structures has been
especially recognised in the settings wherein the investor protection is less prevalent
(Campa and Donnelly, 2013).

It is to be noted that research on Indian corporate governance has largely relied on the
monitoring role of corporate boards and thus, is devoid of another important role, i.e.,
advisory role, performed by them. This study presents the empirical evidence on the
factors determining the board independence by taking into consideration both the
monitoring as well as advisory role of corporate boards. More specifically, it examines a
specific strand of literature which argues that factors such as firm complexity, costs of
monitoring and advising, private benefits and CEO influence can determine the level of
board independence. The present analysis belongs to such an area of corporate
governance research literature that has been gaining considerable attention from the
researchers worldwide. In particular, this study is based upon the insights developed from
the theoretical (Raheja, 2005; Adams and Ferreira, 2007; Harris and Raviv, 2008) as well
as empirical (Denis and Sarin, 1999; Boone et al., 2007; Guest, 2008; Linck et al., 2008;
Monem, 2013) work done in this area. To date, studies from different countries such as
the USA (Boone et al., 2007; Linck et al., 2008), the UK (Guest, 2008), Japan (Aman and
Nguyen, 2012), Malaysia (Germain et al., 2012), Taiwan (Ting, 2011) and also from
continents such as Australia (Monem, 2013) and Europe (Kim et al., 2007), have
contributed to this core aspect of governance. However, relative to these countries, this
aspect has been almost unexplored in India and thus, still is at inception stage. Therefore,
the basic aim of the present study is to uncover this gap by procuring deeper insights into
the make-up of corporate boards, more particularly, the association between board
independence and the variables that have been used as proxies for firm complexity, costs
relating to monitoring and advising, private benefits and CEO influence. The brief
explanation of the variables covered in this study is given hereunder:

1.1 Dependent variable of the study

1.1.1 Board independence

This variable is taken as dependent variable in the study. Following the study by Boone
et al. (2007), board independence has been measured in terms of the proportion of
independent directors on the board. Several studies have attempted to estimate the
determinants of board independence in the recent past (Boone et al., 2007; Guest, 2008;
Linck et al., 2008; Aman and Nguyen, 2012; Monem, 2013). In line with the above strand
of enquiry, the present study also attempts to test whether board independence is
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significantly affected by the level of firm complexity, monitoring and advising costs,
private benefits and CEO influence. The academic as well as empirical support of the
aforesaid argument has been delineated as follows:

1.2 Independent variables of the study

Broadly, this line of research contends that board independence is significantly
determined by several factors namely firm complexity, monitoring and advising costs,
private benefits and CEO influence. Based on the previous research, several independent
variables have been taken for the purpose of empirical analysis which is further
categorised into four categories, i.e., firm complexity, costs of monitoring and advising,
private benefits and CEO influence. Firm complexity is represented by three variables,
firm size, age, and leverage. Monitoring costs have been proxied by three variables,
market-to-book ratio (or Tobin’s Q), R&D expenditure and stock return volatility.
Measures such as free cash flow (FCF) and dividend payment have been taken to reflect
managers’ private benefits. Variables namely, return on assets (ROA) and CEO tenure
have been employed in order to measure CEO’s influence. The brief explanation of these
variables is as follows:

1.2.1 Firm complexity and advising benefits

Fama and Jensen (1983) had referred the outside directors as decision experts who
possess knowledge and expertise in varied areas relating to finance and law. The
reasoning behind firm complexity as one of the factors explaining board independence
suggests that complex firms having greater advisory needs require larger proportion of
outside/independent board members (Boone et al., 2007; Coles et al., 2008; Guest, 2008;
Linck et al., 2008). Some of the studies, for example, Boone et al. (2007), Coles et al.
(2008) and Germain et al. (2012) have labelled the extent of firm complexity under the
heading ‘scope of operations’. Thus, following the usual practice in this strand of
literature, the present study has covered three proxies to reflect the level of firm
complexity, i.e., firm size (Boone et al., 2007; Coles et al., 2008; Guest, 2008; Linck
et al., 2008; Ting, 2011; Monem, 2013), firm age (Boone et al., 2007; Guest, 2008;
Linck et al., 2008; Ting, 2011; Germain et al., 2012; Monem, 2013) and leverage
(Coles et al., 2008; Guest, 2008; Linck et al., 2008; Germain et al., 2012; Monem, 2013).
Further, it is to be noted that the advisory needs of the firm tends to increase with the
level of complexity in the firm (Coles et al., 2008). Following the same, the present
analysis has also viewed advisory needs of firms to capture the firm complexity. In this
regard, the null hypothesis has been framed as follows:

Hypothesis 1  Firm complexity and advising benefits are not related to board
independence.

The explanation of the variables reflecting firm complexity and advising benefits is given
below:

1.2.1.1 Firm size

The frame of reference for including firm size, as proxy for complexity, maintains that
outside directors having wealth of expertise fulfil the advisory needs which too increases
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with the complexity level of firms operations (Coles et al., 2008). It suggests that
independent (outside) directors’ representation on the board increases with the size of the
firm. The aforesaid contention has also received empirical support, for example, there are
studies on the determinants of board composition/independence that have delineated the
significant positive impact of firm size (Guest, 2008; Linck et al., 2008; Ting, 2011;
Monem, 2013). The another argument holds the view that since larger firms are subject to
greater agency problems, therefore, are more likely to seek the monitoring services of
outside directors (Lehn et al., 2009). In light of the above, it is hypothesised that there is
positive relationship between firm size and board independence. In this study, firm size
has been taken as the natural logarithm of market value of equity of a firm.

1.2.1.2 Firm age

It has been argued in the literature that age maturity adds to the level of complexity in the
firm operations (Boone et al., 2007; Guest, 2008; Linck et al., 2008). In line with the
above argument, firm age has been taken to proxy for the level of firm complexity.
Moreover, the squared term of firm age has also been added to identify the nonlinear
effect (if any) on the board independence. Like firm size, age of the firm is also expected
to have positive relationship with board independence. Herein, firm age has been
measured as numbers of years since a firm has been listed on the Bombay Stock
Exchange (BSE).

1.2.1.3 Leverage

Besides age, the level of complexity in firm operations also steps-up with firm leverage
(Guest, 2008; Linck et al., 2008; Monem, 2013). The literature contends that the
requirements for approaching the external capital markets and seeking high quality
advice increases with the level of leverage in firms (Pfeffer, 1972). Therefore, the
presence of experts (as outside board members) on the corporate boards can be
recognised as an importance source of high-quality expertise (Fama and Jensen, 1983).
The present study has measured leverage in terms of ratio of book value of
long-term/total debt to book value of total assets.

1.2.2 Monitoring and advising costs

It is highlighted that outside directors can effectively perform monitoring role, however,
insiders cannot, as their careers are linked with the CEO (Weisbach, 1988; Hermalin and
Weisbach, 1998). Moreover, in the event of greater information asymmetry between
insiders and outsiders the functioning of monitoring role of outside directors becomes
quite tough (Aman and Nguyen, 2012). Raheja (2005) also argues for having greater
representation of insiders on the boards where outsiders experience difficulties in
verifying the projects of the firm. This is because of the costs associated with securing
and processing the information which are usually experienced by the outside directors
(Linck et al., 2008). Joh and Jung (2012) has also highlighted the lower monitoring role
effectiveness of independent directors in the firms having costly transfer of information.
Thus, it can be stated that higher costs of monitoring are associated with lesser outsiders
on the board (Raheja, 2005). Following the governance literature (Boone et al., 2007;
Guest, 2008; Linck et al., 2008; Aman and Nguyen, 2012; Monem, 2013), three
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variables, market to book ratio/Tobin’s Q, research and development expenditure (R&D)
and volatility in stock returns (STDDEV) have been considered to represent the costs of
monitoring. The first two measures, i.e., market to book ratio and research and
development expenditures have been used as proxies for the growth opportunities whilst
the stock return volatility represents the level of information asymmetry in the firm. In
this regard, the following null hypothesis has been tested:

Hypothesis 2 Monitoring and advising costs are not related to board independence.

The explanation of the variables reflecting firm monitoring and advising costs is given
below:

1.2.2.1 Market-to-book ratio

Market-to-book ratio reflects the extent of growth opportunities in a firm (Gaver and
Gaver, 1993; Goyal et al., 2002; Adam and Goyal, 2008; Linck et al., 2008;
Subramaniam et al., 2014). The above argument has also been guided by the studies
namely Chen and Zhao (2006) and Billett et al. (2007). More specifically, it has been
argued that high-growth (with higher growth opportunities) firms should have higher
representation of insiders on their boards due to the costs associated with asymmetries in
delivering the information (Lehn et al., 2009). Therefore, in line with Linck et al. (2008),
Ting (2011) and others, the present study has also used market-to-book ratio as a proxy
for growth opportunity in determining the board independence in the firm.

1.2.2.2  Research and development expenditure

Another measure of firm’s growth opportunities is the level of research and development
expenditure in the firm (Linck et al., 2008). In terms of board composition, Coles et al.
(2008) had however, found on the contrary, greater outside directors’ representation in
R&D-intensive firms. The intensity of research and development measure has been tested
as one of the factors of monitoring costs by following the studies such as Guest (2008),
Aman and Nguyen (2012), Monem (2013) and others. Herein, the ratio of research and
development expenditure to total assets/net sales has been used as a measure in the
analysis.

1.2.2.3  Stock return volatility

Information asymmetry emanates from to the separation of ownership, management and
control. The conceptual explanation for information asymmetries has been offered in the
past academic literature (Fama and Jensen, 1983). It has also been argued earlier that the
monitoring costs become higher in case of asymmetric information between the insiders
and outsiders. Therefore, the present study has deployed volatility in stock returns as a
proxy for information asymmetry by following the past empirical research (Boone et al.,
2007; Guest, 2008; Linck et al., 2008; Monem, 2013). However, some studies have
measured the volatility in terms of daily returns (Hillier and McColgan, 2006; Coles
et al., 2008), while there are studies those have tested the volatility of monthly returns
(Guest, 2008; Linck et al., 2008; Monem, 2013). More specifically, the stock return
volatility in the present study has been calculated as the standard deviation of monthly
stock returns over the 12 months in the preceding financial year.
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1.2.3 Private benefits to insiders

The argument herein follows that although insiders provide valuable firm-specific
information, yet because of private benefits and inadequate independence from the CEO,
they can indulge in misleading or iniquitous activities (Raheja, 2005). In such cases,
outside directors are expected to be better monitors (Fama, 1980), and thus, represent an
important source for board monitoring. Therefore, in line with Raheja (2005), private
benefits have been incorporated in the present analysis with the view that board
independence increases with the private benefits to the insiders. This view has also
received empirical support in the prior empirical research work (Linck et al., 2008;
Germain et al., 2012). In this regard, the null hypothesis has been stated as below:

Hypothesis 3  Private benefits are not related to board independence.

The explanation of the variables reflecting private benefits to insiders is given below:

1.2.3.1 Free cash flow

Conceptually, Jensen (1986) states that FCF is cash flow in excess of that required to
fund all projects that have positive net present values when discounted at the relevant cost
of capital. This study has also mentioned that FCFs give rise to the agency costs as they
are more susceptible to the managers’ discretion for use in unproductive activities. Given
the above set of arguments, it is hypothesised that FCF is positively related to the board
independence. However, the definitions of FCF tested in the past empirical literature are
widely varied in nature and thus, far from consistent (Boone et al., 2007; Coles et al.,
2008; Guest, 2008; Linck et al., 2008; Ting, 2011; Germain et al., 2012; Monem, 2013).
In line with studies such as Ting (2011) and Monem (2013), FCF has been measured as
net cash flow from operating activities minus capital expenditure made during the year
divided by book value of total assets. Herein, capital expenditure is taken as the sum total
of changes in the values of capital work-in-progress and gross fixed assets from that of
the previous year.

1.2.3.2 Dividend payments

In line with Aman and Nguyen (2012), dividend payments have been used as a proxy to
measure the level of private benefits. This study argues that managers tend to hold
surplus cash reserves due to the lower dividend payments which lead to their
entrenchment. In the present study, the level of dividend payments divided by the net
worth determines the extent of private benefits.

1.2.4 CEO influence

In addition to firm complexity, private benefits and monitoring costs, literature has also
strongly adduced the CEO influence on the board independence by way of characteristics
such as firm operating performance (ROA), CEO tenure and CEO duality which is linked
with CEO’s power and Influence. In this context, the null hypothesis has been framed as
follows:
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Hypothesis 4 CEO influence is not related to board independence.

The explanation of the variables reflecting CEO influence is given below:

1.2.4.1 Firm performance

In addition to the above, studies including Guest (2008) and Ting (2011) have estimated
CEO influence in terms of firm operating performance, i.e., ROA, and reported negative
relationship between performance and board composition. The line of reasoning herein
rests upon Hermalin and Weisbach (1988) argument that poor firm performance causes
the removal of more insiders and welcomes the outside directors into the board for better
monitoring of management. In other words, poor firm performance compels the CEO to
invite more board monitoring in the form of greater representation of outside directors.
Moreover, boards having preponderance of outside directors tend to enhance the firm
value by way of the changes in CEO position, more specifically, after the phase of poor
performance (Weisbach, 1988). In addition, Linck et al. (2008) has measured perceived
ability of CEO with the past operating performance of the firm by using ROA accounting
measure. In line with the studies such as Guest (2008), Linck et al. (2008) and Aman and
Nguyen (2012) which had identified negative effect of firm performance on board
composition/independence, this study has also used ROA as a measure to proxy for firm
operating performance.

1.2.4.2 CEO tenure

CEO tenure has been also taken as one of independent variable influencing CEO power
(Baker and Gompers, 2003; Aman and Nguyen, 2012) or influence (Boone et al., 2007).
It has been argued that the likelihood of CEO entrenchment tends to increase with his
tenure (Hill and Phan, 1991). A number of past studies have tested the impact of CEO
tenure to determine the proportion of independent directors (or outsiders) on the board,
for example, Denis and Sarin (1999), Boone et al. (2007), Kyereboah-Coleman and
Biekpe (2007), Coles et al. (2008) and Chouchene (2010). The empirical support for the
CEO power can be drawn from the study by Hermalin and Weisbach (1998) which has
stated that CEOs with their bargaining power have tendency to choose relatively weaker
boards by influencing their composition with more insiders (rather than outsiders) which
ultimately decreases the level of board independence. The bargaining power of the CEO
is derived from his/her perceived ability. This study also predicted that increasing CEO
tenure leads to declining board independence. This strand of empirical literature suggests
the negative impact of CEO tenure on the board independence/outside board proportion
(Baker and Gompers, 2003; Boone et al., 2007; Coles et al., 2008; Aman and Nguyen,
2012) which prepares the ground for developing an understanding that CEOs serving for
longer tenure dissuade the appointment of independent (outside) directors on the board.
Some other studies have also indicated an inverse association between CEO tenure and
proportion of outside (or independent) directors including Bathala and Rao (1995), Denis
and Sarin (1999) and Arthur (2001).

On the contrary, CEO tenure was also found to have positive and
significant relationship with the proportion of outside board members in studies namely
Kyereboah-Coleman and Biekpe (2007). The reason cited therein stated that since the
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outside directors do not compete for the CEO title, therefore, they have lesser tendency to
remove the CEO.

1.2.4.3 CEO duality

Another CEO characteristic which can influence the level of board independence is the
existence of CEO duality in the board leadership structure, i.e., where CEO is also the
chairman of the board. Linck et al. (2008) has also employed this characteristic to
represent the level of CEO influence. Daily and Johnson (1997), Combs et al. (2007) and
Joseph et al. (2014) has indicated the duality status as reflection of CEO (structural)
power. Agency theory does not prefer CEO duality as it constrains the monitoring ability
of the board and thus, make them less independent. Agency costs can increase in cases
where CEO gains more power through duality in the boards which ultimately leads to his
entrenchment in the firm (Kang and Zardkoohi, 2005). On the contrary, advocates of
stewardship theory refute agency theory by favouring the existence of duality in the
board leadership structures as it leads to the unification of structural power in the hands
of single individual (CEO). The impact of CEO duality on the board composition/
independence has been tested in the concerning empirical literature in the backdrop of the
idea that CEO duality adversely affects the level of board independence. In this light, a
large number of studies have proved the above notion including Prevost et al. (2002),
Setia-Atmaja (2009a) and Chen and Al-Najjar (2012). In contrast, some other studies
have reported positive relationship between CEO duality and board independence
(Monem, 2013). Finkelstein and D’ Aveni (1994) has also stated the concept of duality for
vigilant boards in order to balance the concerns for strong leadership and entrenchment
avoidance. In the present analysis, it has been taken as a binary variable which is coded
as ‘one’ if the CEO is also the chairman of the board and ‘zero’ otherwise.

Apart from the above, industry and year dummies have also been incorporated in the
analysis to control for industry and year effects respectively. Moreover, past literature has
also offered evidences of negative impact of inside ownership on the board independence
(Denis and Sarin, 1999; Mak and Roush, 2000; Prevost et al., 2002).

Table 1 Operationalisation of the variables/factors
S. no. Variables Definition Acronym
1 Board Proportion of independent directors on BIND
independence  the board
2 Firm Firm size = natural logarithm of the LMCAP/LSIZE
complexity market capitalisation of the firm/
natural logarithm of total assets of the
firm
3 Firm age = the number of years since LISTAGE/LISTAGESQ

the firm has been listed on Bombay
Stock Exchange/square of LISTAGE

4 Firm leverage = ratio of book value of LEVERAGE!1/
long-term debt to book value of total LEVERAGE2
assets/ratio of book value of total debt
to book value of total assets

Source: Definitions developed from the past corporate governance literature
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Table 1 Operationalisation of the variables/factors (continued)
S. no. Variables Definition Acronym
5 Monitoring and  Growth opportunity (a) = market to MTB/LMTB/TOBINQ

advising costs  book ratio of equity/ natural logarithm
of market to book ratio of equity
Tobin’s Q ratio

6 Growth opportunity (b) = ratio of R&D1/R&D2
research and development (R&D)
expenditure to book value of total
assets/ratio of research and
development (R&D) expenditure to net
sales

7 Information asymmetry = standard STDDEV
deviation of monthly stock returns
over the 12 months preceding the
financial-year end (stock return
volatility)

8 Private benefits  Free cash flow = net cash flow from FCF
operating activities minus capital
expenditure made during the year
divided by book value of total assets

9 Dividend payout = 1 — (payment of DIV
equity dividend divided by net worth of
the firm)

10 CEO influence  Performance = earnings before interest ROA«/ROA 1)/
and taxes (EBIT) divided by book AVGROA

value of total assets for the current
year/previous year/average
performance of the current and
previous year

11 A binary variable that takes the value DUALITY1/DUALITY2
of 1’ when the CEO is also the
chairman of the board, and ‘0’
otherwise/a binary variable that takes
the value of ‘1’ when the CEO is also
the chairman of the board in at least
three of the five-year time period, and
‘0’ otherwise

12 CEO tenure = the number of years CEOTEN
CEO has served in the same capacity in
the firm

13 Inside Natural logarithm of percentage of LINSOWN
ownership shares held by the promoters of the
firm

Source: Definitions developed from the past corporate governance literature

Therefore, the variable, i.e., natural logarithm of inside shareholding (LINSOWN) has
also been included as an additional variable influencing the level of board independence.
Table 1 exhibits the operationalisation of all variables covered in the study which
have been guided by the past literature. It also covers the measures of additional proxies
(such as LEVERAGE2, TOBINQ, R&D2, ROA(;) and ROA(. 1), etc.) which have been
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employed for the purpose of robustness testing. A bird’s eye view of all these variables is
presented in Table 1.

2 Research design

2.1 Sample selection

The sample for the study has been derived after sorting the market capitalisation of all
companies that have been listed on BSE in India as on 31st March 2010. The estimated
values of market capitalisation of the companies have been taken from Prowess Database
maintained by Centre for Monitoring Indian Economy (CMIE). A total of five-year
period, i.e., 2005-2006 to 2009-2010, has been covered for the empirical analysis. This
time period has been selected in light of inadequate compliance with regard to the
stipulated (minimum) requirements of corporate governance under Revised Clause 49 of
the Listing Agreement in the year 2004, due to which the date for its compliance had
been extended for the companies from 1 April 2005 to 31 December 2005 by SEBI vide
circular number SEBI/CFD/DIL/CG/1/2005/29/3. Therefore, the year 2005-2006 has
been selected as a beginning point of this study which ends up with the year 2009-2010.

Initially top 200 companies had been drawn from which following exclusions have
been made:

e Dbanking and finance companies as they belong to highly regulated industries

e the companies that had not been listed on BSE even for one of the five-year period
covered in the study

e the companies whose financial year ended on other than that of 31st March for each
of the five-year study period

e the companies on which data on board characteristics were not available

e apart from the above, one company, i.c., Satyam Computer Services Ltd. was also
dropped for its well-known reasons.

Thus, the final sample constitutes 114 non-financial companies listed on BSE which has
resulted into a total of 570 (114 * 5) firm-year observations.

2.2 Research justification

Indian corporate governance regulatory framework [i.e., Revised Clause 49 (2004)] has
presented an attractive platform for examining the issues surrounding the independence
of board members. Moreover, selection of Indian listed corporates in the sample has also
been justified on the following grounds:

2.2.1 Prevalence of concentrated corporate ownership patterns in India

Predicting the demand for monitoring functioning by independent directors holds great
importance for the Indian corporates which are predominantly owned by the controlling
shareholders, influential CEOs and promoters. This monitoring functioning will be better
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able to take into account the minority shareholders’ interests by counterweighing the
effect of promoters’ and CEOs’ dominance.

2.2.2 Impact of corporate scams in India

The global financial crisis occurred in 2008 and the concatenation of many corporate
frauds and scandals, including Satyam and Reebok, happened in India have triggered the
need for better corporate governance (Arora and Bhandari, 2017), which in turn raises
demand for auxiliary expertise and supervision by the independent directors. The
regulatory action taken by the authorities respecting the mandatory requirement for the
independent directors’ proportion in the corporate boards is a turning point in this
direction. Still the question persists about whether increasing the independent directors’
proportion, beyond the prescribed one, would prove to be beneficial to the corporates and
if yes, then in what type of situation the monitoring and advisory roles of independent
directors will guide the firms to tackle numerous challenges.

2.2.3 Lack of empirical research

The testing of demand for monitoring and advisory functions of board members as well
as the impact of firm complexity, monitoring and advising costs, private benefits, etc., in
India has received very little academic research attention. Till now, the research
concerning this issue has not been carried out on an extensive scale in India.

2.2.4 Situational context

The situational context denotes different firm-specific circumstances as to whether the
firms are more complex in nature; or having multifarious growth opportunities or are
subject to CEO influence etc. Thus, it becomes imperative to examine this issue in detail,
especially after the mandatory requirement stated under Revised Clause 49 of the Listing
Agreement (2004) for Indian corporate governance. This would enhance the
understanding of board of directors’ roles and their importance for specific firm oriented
situational context to which a particular firm is subjected to.

2.2.5 Different Indian firm sizes

Analogous to other countries, the firms operating in Indian corporate environment are
not of same sizes and capital structures. Thus, ‘one-size-fits-all’ approach cannot be
applicable for Indian corporates as some of them are of large sizes, whilst others are
small. Similarly, the financial indicators like level of financial leverage (or capital
structures), the extent of growth opportunities, profitability ratios, and the inside
management, i.e., CEO characteristics, do tends to vary from firm to firm. Hence, to
estimate the relevance of independent directors’ roles, it is important to analyse this issue
according to different firm-sizes so as to offer appropriate board level implications for
both large as well as small firms.

The above stated factors have provided enough motivation to conduct an empirical
investigation on this issue and to make incremental contribution to the existing corporate
governance literature in India.
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2.3 Model development

The above described variables have been modelled into the following equation (1):
Y = o+ BFC; + BMAC;; +BPB;, +BCI;; + Industry Dummies

+Year Dummies + i

)

where Yj = value of a dependent variable which reflects proportion of independent
directors on the board of a firm i in a specific year t (i and t denotes individual and time
dimension respectively).

o constant term

B regression coefficient

FCi reflects a set of variables representing firm complexity, i.e., firm size, age and
leverage

MAC; reflects a set of variables representing monitoring and advising costs, i.e.,
market-to-book ratio, research and development expenditure and stock return

volatility

PBi reflects a set of variables representing private benefits, i.e., FCF and dividend
payments

Cli reflects a set of variables representing CEO influence, i.e., firm performance,

CEO tenure or CEO duality
Wit disturbance term/error term.

The analysis for determining the variables affecting board independence has been
performed using Pooled OLS regression. In this regression, several model specifications
have been estimated by using different proxies and employing additional variables. The
assumptions of homoskedasticity and no serial correlation have also been checked while
deriving OLS estimates from the pooled OLS regression [Wooldridge, (2002), p.171].
In order to make accurate statistical inferences, the analysis has estimated the robust
standard errors of the parameters after taking into account the concerns for
heteroskedasticity and serial correlation, if any [Wooldridge, (2002), p.178]. Moreover,
the robust standard errors (reported in the parentheses) are clustered at the firm-level and
each model specification also encompasses the effect of year and industry dummies.

In addition to the pooled OLS, a number of alternative regression methodologies have
been adopted to check the authenticity of the OLS results. These methodologies include
robust regression, median regression and Tobit regression. Robust regression is based
upon iteratively reweighted least squares whereby weights have been allotted to each
observation and the observations carrying better behaviour are assigned quite higher
weights. Moreover, zero weights are assigned to the observations carrying Cook
distances of more than one in order to prevent the effects of bad leverage points (Verardi
and Croux, 2009). Median regression is basically the variant of quantile regression
wherein the deviations from the median are bring down to estimate the parameters of the
coefficients. To be more specific, it is the regression, upon which the effect of the
presence of severe outliers is not serious in nature (John, 2015). In addition, Tobit
regression is a censored regression model, also called limited dependent variable
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regression model, wherein the observations of the dependent variable (regressand) are
confined by introducing either right or left censoring [Gujarati et al., (2012), p.602].

3 Empirical analysis and findings

Before proceeding with the identification of determinants of board independence, the
preliminary testing of data has been conducted in order to check the required assumptions
regarding multicollinearity, heteroscedasticity and autocorrelation. The testing of
multicollinearity between the independent variables has been performed by way of
variance inflation factor (VIF) whose maximum acceptable value (against which VIF
values of independent variables to be compared) is limited to 10 as well as through
tolerance whose minimum value (against which tolerance values of independent variables
to be compared) is taken as 0.10. Results of Table 2 could not detect the severe
presence of multicollinearity between the independent variables. Table 3 provides
the results of Breusch-Pagan/Cook-Weisberg and Wooldridge tests for testing the
presence of heteroscedasticity and autocorrelation respectively. The application of
Breusch-Pagan/Cook-Weisberg test involves the testing of null hypothesis of constant
variance whereas Wooldridge test deals with testing the null of no first-order
autocorrelation. Findings of Table 3 reflect the acute presence of heteroscedasticity in all
developed modelling structures of the study. Furthermore, results also reject the null
hypothesis of no first-order correlation in all the specified cases, and thus confirm the
presence of autocorrelation.

The following section presents the results of determinants of board independence
using OLS regression. Table 4 demonstrates the empirical testing of first two hypotheses
— ‘firm complexity and advising benefits hypothesis’ and ‘monitoring and advising costs
hypothesis’. Findings revealed that the estimated coefficient of firm size (LMCAP) was
positive but insignificant at all the conventional significance levels. This result implies
that proportion of independent directors on the board does not significantly influenced by
the size of the firm (LMCAP). Thus, it could not connote the inference that large firms
demand more independent directors on the boards. As far as firm age (LISTAGE) is
concerned, OLS regression estimates revealed a significantly positive coefficient which
suggests that the proportion of independent directors on the board tends to increase as the
firm becomes mature in terms of age. This finding indicates that matured firms demand
more outside (independent) directors on their boards due to their widened level of
expertise. In some models (model 3, 5, 7, 8 and model 9), the squared term of firm age
was inserted to identify whether firm age is related to the board independence in a
nonlinear fashion. Outcomes of these models have indicated the presence of nonlinear
relationship between firm age and board independence as the estimated coefficients of
LISTAGE and LISTAGESQ were found to be significant in the positive and negative
direction respectively. The positive (negative) direction of LISTAGE (LISTAGESQ)
variable suggests that board independence is influenced by the firm age at increasing
(decreasing) rate meaning thereby that the level of complexity grows at varying rates for
mature and young firms (Linck et al., 2008). This evidence remained unaltered even after
considering the effect of variables proxying ‘monitoring and advising costs’ hypothesis.
Thus, the argument of nonlinearity made in this study gets statistically proved. However,
it stands contrast with the observation of Linck et al. (2008) and Monem (2013) which,
although argued, but could not locate the nonlinear association between the two.
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Table 4 shows that model 1 employed LEVERAGE2 (ratio of total debt to total
assets) variable, the coefficient of which was insignificant and thus, replaced with
LEVERAGE]1 (ratio of long-term debt to total assets) variable. In contrast to
LEVERAGE?2 (insignificant), the estimated coefficient on firm leverage (LEVERAGE1)
has been found to be significant in the positive direction which explains that the higher
the level of leverage in firms, the greater will be the proportion of independent directors
in the boards and thereby, yields intended consequences for corporate board
independence (Linck et al., 2008). Thus, the significant positive influence of firm age and
leverage clearly suggests that board independence is significantly determined by the level
of complexity as well as the advisory needs of the firms, hence, supports ‘complexity and
advising benefits hypothesis’. In other words, these results tend to corroborate the
complexity argument that firms having more complex operations require more
independent outside directors on the boards (Coles et al., 2008; Guest, 2008, Linck et al.,
2008).

Thereafter, the impact of ‘monitoring and advising costs’ (along with the firm
complexity) on the corporate board independence has been tested by means of
three proxies, i.e., market-to-book ratio (MTB), research and development expenditure
(R&D1) and stock market volatility (STDDEV). The choice of these proxies is based
upon the argument that the effectiveness (or proportion) of outside directors decreases
with the increase in the monitoring and advising costs and the same has been guided by
the empirical studies conducted in the recent past (Linck et al., 2008; Aman and Nguyen,
2012). Result of Table 4 provides that the coefficient for market-to-book ratio (MTB)
was statistically significant but in the positive direction. The similar result is
observed when market-to-book ratio (MTB) was replaced with Tobin’s Q (TOBINQ)
(model 6 and 7) which is also in contrast to the expectations derived from Linck et al.
(2008), Aman and Nguyen (2012) and others. Results remained unchanged even after
employing the logarithmic term of market-to-book ratio variable (model 9). Analogously,
the impact of research and development expenditure (R&D1) on board independence had
also been observed as significantly positive (model 4 to 7), which although unexpected,
has also been noticed in Linck et al. (2008) but opposite to the results of Aman and
Nguyen (2012). Even after replacing R&D1 with R&D2 measure, the positive coefficient
of research and development expenditure remained intact (model 8). The positive
directions of the variables representing firm growth suggest that increase in the growth
opportunities for the firm creates more demand for expert advice by the independent
directors. This runs parallel to the Coles et al. (2008) observation which had also stated
positive relationship between R&D expenditures and proportion of outsiders on the
boards. These deviations in directions from the predicted ones might be due to the
changing institutional context which implies that the arguments for monitoring and
advising costs in developed countries might not be applicable to the developing countries
like India.

However, the coefficient for stock market volatility (STDDEV) had been found to be
insignificant as in Linck et al. (2008). Overall the results demonstrate that monitoring
costs in terms of Tobin’s Q (TOBINQ) and research and development expenditure
(R&D1) do significantly determine the level of board independence but in the positive
direction which infers that firms with higher growth opportunities value the monitoring
effectiveness and expertise level of independent outside board members. These
significant outcomes are, however, also found to be in stark contrast to the studies such as
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Ting (2011) wherein costs and benefits of monitoring and advising have been unable to
explain the variation in board independence.

Table 5 presents the findings of the extended analysis by incorporating the effect of
private benefits (extent of FCF and dividend payments) and CEO influence (ROA), in
addition to the variables representing firm complexity and monitoring and advising costs
on the board independence. Model 1 includes only FCF as proxy for private benefits
whilst model 2 onwards employs two measures of private benefits, i.e., FCF and dividend
payments (DIV). Result of all models indicates that FCF was insignificantly related to the
board independence, thus unable to provide any statistical evidence that board
independence is influenced by the extent of private benefits available to the managers.
The impact of FCF has also found to be insignificant in some of the concerning past
studies namely Boone et al. (2007), Coles et al. (2008), Guest (2008) and Monem (2013).
Result of another proxy of the private benefits, DIV, have also not exhibited any variation
in board independence as the coefficient of DIV variable also comes out to be statistically
insignificant. These findings remained consistent when logarithmic term of market-to-
book ratio variable is used in the model testing (model 3).

Model 4 incorporates the effect of CEO influence by adding the variable (ROA)
(ROA). The estimated coefficient of ROA (ROA) was statistically significant, but in the
positive direction opposite to the predicted direction (i.e., negative) as suggested by
Guest (2008), Linck et al. (2008) and Aman and Nguyen (2012). The inference from the
positive coefficient of ROA, i.e., CEO influence, suggests that increase in CEO influence,
in turn, instigates the demand for higher board monitoring in terms of greater board
independence. Thus, higher representation of independent directors is required to combat
the increasing control of the CEO in the firm. Hence, monitoring role of independent
board members is much acknowledged in firms having greater CEO control. Moreover,
this result is in line with the studies such as Berry et al. (2006) which had reported
positive effect of industry — adjusted ROA on board independence. The variation in the
results from that of Guest (2008), Linck et al. (2008) and others can be attributed to
extent of diversity prevailing in different institutional contexts. In line with Linck et al.
(2008) and Ting (2011), model 5 includes the lagged performance variable (ROA() to
proxy for CEO influence by replacing the current firm performance (ROA;) variable
whilst model 6 covers the average values of ROA of the current and previous year
(AVGROA) by substituting ROA as well as ROA.; variables. The results of CEO
influence (ROA.;/AVGROA) remained unchanged and also even after employing the
logarithmic term of market-to-book ratio variable (model 7) and thus, indicates the
positive effect of CEO influence on the board independence. Interestingly, after adding
lagged performance variable (ROA. ) and average return on assets (AVGROA), the DIV
variable comes out to be statistically significant in the positive direction which reflects
that board independence, to some extent, is too determined by the private benefits
available to the managers. This finding is in line with Aman and Nguyen (2012) that
lower dividend payments provide opportunities to the managers to maintain greater cash
balances at their disposal. It is to be noted that the coefficient of firm size (LMCAP)
could not reach at conventional significance levels in any of the model specifications. In
order to check whether the use of alternate proxy of firm size could bring any variation in
the results, the variable LSIZE (natural logarithm of firm’s total assets) had been included
in the last model of Table 5. Results showed that the coefficient of firm size (LSIZE)
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again became insignificant and thus, proved to be immaterial for determining the extent
of board independence.

3.1 Robustness testing using different regression methodologies

In order to verify the robustness of the afore-stated findings, several regression
methodologies (other than OLS) have been employed which include robust regression,
median regression and Tobit regression. Robust and median regressions have been
applied to account for the heteroskedasticity and non-normality of residuals respectively.
In Tobit regression, both left (lower level) and right (upper level) censoring limits have
been employed. More particularly, the model specification of present study has been
estimated with the help of Tobit regression by setting the lower limit at 25%. Similarly,
the upper limit under the Tobit regression analysis has been confined to 75%. Herein,
models 1, 3 and 5 have employed market-to-book ratio variable and models 2, 4 and 6
have incorporated the natural logarithmic term of market-to-book ratio as proxy for
growth opportunity.

Results of robust, median and Tobit regressions have been reported in Table 6.
The findings of all the variables remains same (rather improved) in terms of their
statistical significance levels. In other words, LISTAGE and LEVERAGE are positive
and significant, thus again provide support for ‘firm complexity and advising benefits’
hypothesis. As regards the ‘monitoring and advising costs’, the variables MTB/LMTB
and R&D also comes out to be statistically significant in the positive direction, whilst
STDDEV remains insignificant. The same has been observed for the proxy representing
CEO influence, i.e., ROA. As far as the impact of private benefits on board independence
is concerned, all the regressions (robust, median and Tobit regressions) have produced
insignificant coefficient of FCF variable, and positive and significant coefficient of DIV
variable, thus, remain consistent with the results of OLS. To be very specific, results of
Tobit regression in models 5 and 6 have also showed no variation in the main
findings and thus, in this way, the present study yields robust statistical evidences of the
above-stated relationships.

3.2 Sub-sample analysis

In this section, the sample period was changed from five-year (2005-2006 to 2009-2010)
to the separate three sets of three-year time-frame each, i.e., 2005-2006 to 2007-2008,
2006-2007 to 2008-2009 and 2007-2008 to 2009-2010. Results of the sub-sample
analyses have been reported in Table 7. Findings of the analyses pertaining to firm
complexity, monitoring and advising costs, private benefits and CEO influence are same
and consistent across the three sets except the changes with respect to FCF (becomes
significant) and dividend (becomes insignificant) in the period during 2005-2006 to
2007-2008 time set. However, the results have not exhibited any variation between the
results of 2006-2007 to 20082009 and 2007-2008 to 2009-2010 time sets and thus,
remained robust in nature. Moreover, the nonlinearity between firm age and board
independence has also been empirically established in all the time sets developed in the
study.
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Results of VIF and tolerance level: testing of multicollinearity

Table 2
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Table 3 Results of likelihood-ratio (Wooldridge) test: testing of heteroskedasticity

(autocorrelation)
Cases Testing of heteroskedasticity Testing of autocorrelation
Case 1 Chi2 29.04 F 33.031
Prob. > chi2 0.0000 Prob. > F 0.0000
Present/absent Present Present/absent Present
Case 2 Chi2 26.36 F 33.039
Prob. > chi2 0.0000 Prob. > F 0.0000
Present/absent Present Present/absent Present
Case 3 Chi2 26.01 F 33.031
Prob. > chi2 0.0000 Prob. > F 0.0000
Present/absent Present Present/absent Present
Case 4 Chi2 25.85 F 30.842
Prob. > chi2 0.0010 Prob. > F 0.0002
Present/absent Present Present/absent Present
Case 5 Chi2 29.27 F 32.764
Prob. > chi2 0.0000 Prob. > F 0.0000
Present/absent Present Present/absent Present

Source: Computed from STATA 11.0 software

3.3 Additional analyses

3.3.1 Impact of CEO duality

The above analysis has been extended by including the impact of CEO duality as
additional proxy for CEO influence. As directed from the studies such as Linck et al.
(2008) and Monem (2013), the analysis had also incorporated the effect of CEO duality
on the board independence as another proxy for CEO influence. Results of Table 8
reveal that the coefficient of CEO duality was not significantly related to the board
independence in model 1. This insignificance had been also observed when the definition
of duality has been changed in model 2, i.e., value ‘1’ is assigned to the firm if the firm
has a single individual occupying the positions of both CEO and chairman in at least
three financial years of the five-year study period. Similarly, a firm is assigned a code ‘0’
if the firm has no CEO duality in the board leadership structure in at least three years of
the five-year study period. Even after employing logarithmic term of market to book ratio
(LMTB) in the model 3 and model 4, the insignificance of CEO duality remained intact.
However, the results pertaining to the firm complexity, costs of monitoring and advising,
private benefits and CEO influence remained same.
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3.3.2 Impact of CEO tenure

Model 5 and Model 6 of Table 8 reports the effect of CEO tenure along with the testing
of other hypotheses in relation to board independence. Overall findings of the analysis
remained same [except dividends (DIV) and average performance (AVGROA)] after
adding CEO tenure variable, the coefficient of which was found to be significant in the
positive direction. This indicates that firms having long-entrenched CEOs are required to
have greater representation of independent directors on the board, thus rejects the
entrenchment argument that long tenured CEOs limits the outsider representation on their
boards. This result is in contrast to the negative finding reported by Bathala and Rao
(1995) and Aman and Nguyen (2012) but is in line with positive effect demonstrated by
Kyereboah-Coleman and Biekpe (2007).

3.3.3 Impact of inside shareholding

Model 7 and Model 8 of Table 8 report the results of determinants of board independence
after considering the impact of inside shareholding (shareholdings of promoters) on the
board independence keeping in view the Indian corporate context where, in general,
ownership is concentrated in the hands of promoters. Analysis of model 7 and model 8
shows that the coefficient of the inside shareholding was negative and significant in both
the models. This indicates that the increase in inside shareholding leads to decrease in
board independence. The findings as regards firm complexity, costs of monitoring and
advising, private benefits and CEO influence have showed no variation in the analysis
and thus, remain consistent.

3.4 Determinants of board independence for large and small firms

In this section, the empirical setting has been expanded to test the argument that whether
the applicability of hypotheses concerning level of complexity, monitoring and advising
costs and CEO influence remains same for all the sizes of firms. To investigate the same,
the sample was divided into two categories, i.e., large and small firms. Large firms are
coded as ‘1’ if their average market capitalisation (or market value of equity) for the
five-year period (2005-2006 to 2009-2010) comes under large firm-group sample.

Similarly, ‘0’ code has been assigned to small firms whose average market
capitalisation (or market value of equity) for the five-year period (2005-2006 to
2009-2010) belongs to small firm-group sample. The large and small firm-group samples
have been derived after sorting their market capitalisation into ascending order whereby
the first half firm-group is labelled as small firm-group whilst the firms included in the
second half are taken under large firm-group sample.

Results of Table 9 suggests that the level of firm complexity and advising benefits
argument holds only for large firms in the expected direction. More specifically, the
nonlinear relationship between firm age and board independence has also been observed
for large firm-group sample. The positive relationship between firm leverage and board
independence too holds for large firms.
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Determinants of board independence (BIND): testing of ‘firm complexity’ and

Table 4

‘monitoring and advising costs’ hypotheses: regression analysis
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Determinants of board independence (BIND) — testing of ‘firm complexity’,

Table 5

‘monitoring and advising costs’, ‘private benefits’ and CEO influence hypotheses:

advance analysis
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Determinants of board independence (BIND): robustness testing

Table 6
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Determinants of board independence (BIND) for the three-year sampling period:

subsample analysis
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Table 10  Determinants of board independence (BIND) for large and small firms — impact of
CEO tenure and inside shareholding: regression analysis
Variables Large firms Small firms Large firms Small firms
Constant -0.3008 -0.0188 0.4359* 0.7947%*%*
(0.2092) (0.3170) (0.2321) (0.2374)
LMCAP 0.0146 -0.0077 0.0181 -0.0245
(0.0104) (0.0294) (0.0114) (0.0198)
LISTAGE 0.0079%** 0.0081 0.0050* —-0.0042
(0.0024) (0.0070) (0.0026) (0.0054)
LISTAGESQ —0.00006*** -0.0002 —-0.00004* 0.0002
(0.00002) (0.0002) (0.00002) (0.0001)
LEVERAGEI1 0.4937%** 0.0814 0.1645%* 0.0882
(0.1214) (0.0981) (0.0891) (0.0719)
LMTB 0.0765%** 0.0321* 0.0613%** 0.0399%**
(0.0263) (0.0190) (0.0180) (0.0174)
R&D1 2.9634%** 1.8488** 1.2460* 2.0435%*
(1.4696) (0.8213) (0.7468) (0.7816)
STDDEV —0.0023** 0.0001 —0.0018** 0.0001
(0.0008) (0.0008) (0.0007) (0.0012)
FCF 0.1415 -0.0319 -0.0839 —-0.0246
(0.1628) (0.0822) (0.1196) (0.0819)
DIV 0.2062 0.2106** 0.1795 0.2181%**
(0.1623) (0.0835) (0.1441) (0.0797)
AVGROA -0.0067 0.8431*** 0.0889 0.4110**
(0.2267) (0.2197) (0.1440) (0.1959)
CEOTEN 0.0045%** 0.0089**
(0.0012) (0.0033)
LINSOWN —0.1009%*** —0.0545%*
(0.0374) (0.0265)
Industry dummies No No No No
Year dummies Yes Yes Yes Yes
F 14.34 7.98 6.14 2.47
Prob. > F 0.0000 0.0000 0.0000 0.0075
R-sq. 48.32 49.88 33.14 24.43

Notes: *** ** and * denotes levels of significance at 1, 5 and 10% respectively.

Source: Computed from STATA 11.0 software

With regard to monitoring and advising costs, analysis demonstrated that board
independence was positively and significantly determined by the growth opportunities in
both large and small firm-group samples, however, was negatively affected by the
information asymmetry in large firm-group sample only. Analysis of private benefits
hypothesis revealed that only the dividend payments appear to be significant in
determining board independence for small firms only. Similarly, CEO influence (ROA)
emerged as significant factor in explaining the board independence for small firms. The
above findings continued to hold in all the models, more specifically, in models 5 to 8
where the impact of CEO duality measures (DUALITY1 & DUALITY?2) had also been
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considered. However, the analysis reported some evidence for the positive relationship
between DUALITY?2 and board independence for small firm sample. This provides,
although weak evidence that presence of dominant CEOs (individuals holding both titles
of CEO as well as chairman of the board) in boards tends to have greater representation
of independent directors on the boards of small firms.

Table 10 also reports the determinants of board independence for large and
small firms when the effects of additional variables such as CEO tenure and inside
shareholding are also taken into account. The coefficients of CEOTEN and LINSOWN
came out to be significant in the positive and negative directions respectively for both
large and small firm sub-samples. This suggests that longer the CEO tenure, greater
demand for board monitoring arises in terms of higher proportion of independent
directors on the board. Also, the proportion of independent directors on the board tends to
decrease with the increasing ownership stakes of the promoters. The other findings
pertaining to firm complexity, monitoring costs, private benefits and CEO influence for
large and small firms remained unaltered in the analysis.

4 Discussion and implications of the study

The primary motive of this study is to gauge the factors that could affect the proportion of
independent directors on the boards. This study contributes to the limited/scanty research
on determinants of board independence in India by presenting an empirical evidence on
the concerned issue from the Indian corporate sector. The policy makers, academicians
and corporates would find the results useful by recognising the significant factors
determining the level of corporate board independence.

The findings of the present study with regard to the determinants of board
independence are new to the Indian corporate governance literature. In particular, the
argumentation made under ‘firm complexity and advisory benefits’ hypothesis by the
studies based on the USA and the UK also holds for the Indian corporate sector. For
example, firm age and leverage have emerged as significant predictors of board
independence in Indian corporates which signifies that matured and highly levered firms
tend to have more independent directors on the boards. In other words, boards are highly
structured and determined by the firms’ level of complexity and advising benefits.
Moreover, the extent of ‘firm complexity’ can be directly linked with ‘scope of
operations’ hypothesis as envisaged in Boone et al. (2007) which argues that complexity
in firm’s operations leads to more outside (independent) directors’ proportion on the
board. The significant board independence consequences of firm ‘scope of operations’
and ‘complexity’ in the directions consistent with past literature have narrowed the
distances between Indian and other developed countries’ corporate governance literature.

However, the sharp contrast manifested in the directions of monitoring and advising
costs with that of other developed countries can be attributed to the different institutional
contexts in which such analyses have been performed. The increase in the level of board
independence with the increase in monitoring and advising costs signals towards the
requirement of greater representation of independent directors in order to minimise the
extent of these costs.

In addition to the above, the analysis observes that the level of private benefits is
material in influencing the board independence, however, it is only the dividend
payments (and not the FCF) which significantly explains the proportion of independent
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directors on the board. Moreover, the influence of the CEO (in terms of ROA) has also
emerged as a significant factor in determining the level of board independence which
instigates the demand for more board monitoring (in terms of higher proportion of
independent directors) in situations of increasing CEO dominance (influence). Further, it
has been noted that only the directional impact of firm complexity conforms to the
predictions derived from the past research while the signs of the monitoring and advising
costs as well as CEO influence runs opposite to the expectations made in the literature.
Moreover, the implications from the ‘monitoring and advising costs’ and ‘CEO
influence’ perspectives emphasise towards the monitoring role of independent outsiders
whilst the firm complexity perspective highlights the advisory role of independent
directors. In other words, this study offers evidence which not only accentuates the
monitoring role of independent outside board members, unlike the past research, but also
lays stress upon the significance of the advisory function performed by them in Indian
institutional context. The robustness of these findings can be judged from the fact that use
of several proxies, alternative regression methodologies (robust, median and Tobit
regressions) and sub-sample testing could not bring any variation in the main findings
and thus, remain uniform in nature.

Additional analysis have also divulged interesting results, for example, the
implications for the positive influence of CEO tenure suggests that greater representation
of independent directors is required for effective monitoring in firms where CEO
entrenchment is higher or it may be the case that independent outside directors do not
compete for CEO title like inside directors do, which has resulted in positive relationship
between the two (Kyereboah-Coleman and Biekpe, 2007).

Moreover, the analysis also observes variation in the determinants of board
independence between samples of different firm-sizes wherein the association of
‘firm complexity’ or ‘monitoring and advising costs’ with the board independence,
strongly holds for large firm sub sample whilst the results for ‘private benefits’ and ‘CEO
influence’ hypotheses have been mainly derived from small firm sub-sample. Overall, the
analysis has adduced the importance of firm size in explaining the effects on the
corporate board independence.

5 Conclusions and scope for future research

Till now, research on Indian corporate governance has largely relied on the monitoring
role of corporate boards and thus, is devoid of another important role, i.e., advisory role.
This study examines the factors determining the board independence in Indian corporates
and presents the exploratory nature of empirical evidence by taking into consideration
both the monitoring as well as advisory role of these corporate boards. In particular, it
examines a specific strand of literature concerning determinants of board independence
which argues that firm complexity, costs of monitoring and advising, private benefits and
CEO influence can determine the level of board independence. The major findings
underlying this discourse highlight that board independence is significantly determined
by the level of firm complexity and private benefits in the directions consistent with the
past literature. However, the findings of monitoring and advising costs, and CEO
influence hypotheses are opposite to the expectations derived from the concerned
literature. The changes in these expected results can be attributed to unique environment
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and different institutional contexts in which the firms are operated. The robustness of the
results have been checked by employing several alternate regression methodologies,
sub-sample analyses, and considering the impact of additional variables such as CEO
duality, CEO tenure and inside shareholding. The study has too noticed the variation in
the outcomes for the different sizes of firms, i.e., large and small firms.

The present investigation can be further extended to test the phenomenon whether
debt leverage, dividends and the corporate board independence can be jointly determined
in the Indian institutional settings (Setia-Atmaja, 2009b). Further, the interdependence
between inside shareholding (as a measure for ownership concentration) and board
independence can also be examined using Indian sample of corporates with a view to
ensure better firm monitoring and shareholders’ interest protection (Mezhoud and Thabet,
2016).

All in all, the policy makers, academicians and corporates will find the results
constructive by recognising the factors determining the level of corporate board
independence. The findings generated herein are very timely as it offers several
implications for the development of corporate governance policies.

References

Adam, T. and Goyal, V.K. (2008) ‘The investment opportunity set and its proxy variables’,
The Journal of Financial Research, Vol. 31, No. 1, pp.41-63.

Adams, R.B. and Ferreira, D. (2007) ‘A theory of friendly boards’, The Journal of Finance,
Vol. 62, No. 1, pp.217-250.

Aman, H. and Nguyen, P. (2012) ‘The size and composition of corporate boards in Japan’,
Asian Business & Management, Vol. 11, No. 4, pp.425-444.

Anand, AL, Milne, F. and Purda, L.D. (2010) Monitoring to Reduce Agency Costs: Examining the
Behavior of Independent and Non-Independent Boards [online] http://papers.ssrn.com/sol3/
papers.cfm?abstract id=1555043 (accessed 19 April 2018).

Arora, A. and Bhandari, V. (2017) ‘Do firm-level variables affect corporate governance quality and
performance? Evidence from India’, International Journal of Corporate Governance, Vol. 8,
No. 1, pp.1-24.

Arthur, N. (2001) ‘Board composition as the outcome of an internal bargaining process: empirical
evidence’, Journal of Corporate Finance, Vol. 7, No. 3, pp.307-340.

Baker, M. and Gompers, P.A. (2003) ‘The determinants of board structure at the initial public
offering’, Journal of Law and Economics, Vol. 46, No. 2, pp.569-598.

Bathala, C.T. and Rao, R.P. (1995) ‘The determinants of board composition: an agency theory
perspective’, Managerial and Decision Economics, Vol. 16, No. 1, pp.59—69.

Berry, T.K., Fields, L.P. and Wilkins, M.S. (2006) ‘The interaction among multiple governance
mechanisms in young newly public firms’, Journal of Corporate Finance, Vol. 12, No. 3,
Pp.449-466.

Billett, M.T., King, T.D. and Mauer, D.C. (2007) ‘Growth opportunities and the choice of leverage,
debt maturity, and covenants’, The Journal of Finance, Vol. 62, No. 2, pp.697-730.

Boone, A.L., Field, L.C., Karpoff, J.M. and Raheja, C.G. (2007) ‘The determinants of corporate
board size and composition: an empirical analysis’, Journal of Financial Economics, Vol. 85,
No. 1, pp.66-101.

Bozec, R. (2013) ‘Board independence and firm performance: a contingency model based on

shareholders’ proximity to management’, International Journal of Corporate Governance,
Vol. 4, No. 4, pp.391-406.



Testing the demand for monitoring and advisory roles 105

Campa, D. and Donnelly, R. (2013) ‘Board structure and monitoring effects in different
institutional settings: a comparison between Italy and the UK’, International Journal of
Corporate Governance, Vol. 4, No. 1, pp.1-19.

Chen, C.H. and Al-Najjar, B. (2012) ‘The determinants of board size and board independence:
evidence from China’, International Business Review, Vol. 21, No. 5, pp.831-846.

Chen, L. and Zhao, X.S. (2006) On the Relation Between the Market-to-Book Ratio, Growth
Opportunity, and Leverage Ratio [online] https://papers.ssrn.com/sol3/papers.cfm?abstract
1d=666845 (accessed 12 June 2018).

Chouchene, 1. (2010) ‘The determinants of the presence of independent directors in French board
companies’, International Journal of Business and Management, Vol. 5, No. 5, pp.144—153.

Coles, J.L., Daniel, N.D. and Naveen, L. (2008) ‘Boards: does one size fit all?’, Journal of
Financial Economics, Vol. 87, No. 2, pp.329-356.

Combs, J.G., Ketchen, D.J., Perryman, A.A. and Donahue, M.S. (2007) ‘The moderating effect of
CEO power on the board composition-firm performance relationship’, Journal of Management
Studies, Vol. 44, No. 8, pp.1299-1323.

Daily, C.M. and Johnson, J.L. (1997) ‘Sources of CEO power and firm financial performance:
a longitudinal assessment’, Journal of Management, Vol. 23, No. 2, pp.97-117.

Denis, D.J. and Sarin, A. (1999) ‘Ownership and board structures in publicly traded corporations’,
Journal of Financial Economics, Vol. 52, No. 2, pp.187-223.

Fama, E.F. (1980) ‘Agency problems and the theory of the firm’, Journal of Political Economy,
Vol. 88, No. 2, pp.288-307.

Fama, E.F. and Jensen, M.C. (1983) ‘Separation of ownership and control’, Journal of Law and
Economics, Vol. 26, No. 2, pp.301-325.

Finkelstein, S. and D’Aveni, R.A. (1994) ‘CEO duality as a double-edged sword: how boards of
directors balance entrenchment avoidance and unity of command’, The Academy of
Management Journal, Vol. 37, No. 5, pp.1079-1108.

Gaver, J.J. and Gaver, K.M. (1993) ‘Additional evidence on the association between the investment
opportunity set and corporate financing, dividend, and compensation policies’, Journal of
Accounting and Economics, Vol. 16, Nos. 1-3, pp.125-160.

Germain, L., Galy, N. and Lee, W. (2012) The Determinants of Corporate Board Size and
Independence: Evidence from Malaysia [online] http://ssrn.com/abstract=2083 641 (accessed
12 June 2018).

Goyal, V.K., Lehn, K. and Racic, S. (2002) ‘Growth opportunities and corporate debt policy:
the case of the U.S. defense industry’, Journal of Financial Economics, Vol. 64, No. 1,
pp-35-59.

Guest, P.M. (2008) ‘The determinants of board size and composition: evidence from the UK’,
Journal of Corporate Finance, Vol. 14, No. 1, pp.51-72.

Gujarati, D.N., Porter, D.C. and Gunasekar, S. (2012) Basic FEconometrics, 5th ed.,
Tata McGraw-Hill Education Private Limited, New Delhi.

Harris, M. and Raviv, A. (2008) ‘A theory of board control and size’, The Review of Financial
Studies, Vol. 21, No. 4, pp.1797-1832.

Hermalin, B.E. and Weisbach, M.S. (1988) ‘The determinants of board composition’, RAND
Journal of Economics, Vol. 19, No. 4, pp.589-606.

Hermalin, B.E. and Weisbach, M.S. (1998) ‘Endogenously chosen boards of directors and their
monitoring of the CEO’, American Economic Review, Vol. 88, No. 1, pp.96-118.

Hill, C.W.L. and Phan, P. (1991) ‘CEO tenure as a determinant of CEO pay’, The Academy of
Management Journal, Vol. 34, No. 3, pp.707-717.

Hillier, D. and McColgan, P. (2006) ‘An analysis of changes in board structure during corporate
governance reforms’, European Financial Management, Vol. 12, No. 4, pp.575-607.



106 S. Sarpal

Jensen, M.C. (1986) ‘Agency costs of free cash flow, corporate finance, and takeovers’,
The American Economic Review, Vol. 76, No. 2, pp.323-329.

Joh, S.W. and Jung, J. (2012) ‘The effects of outside board on firm value in the emerging market
from the perspective of information transaction costs’, Asia-Pacific Journal of Financial
Studies, Vol. 41, No. 2, pp.175-193.

John, O.0. (2015) ‘Robustness of quantile regression to outliers’, American Journal of Applied
Mathematics and Statistics, Vol. 3, No. 2, pp.86-88.

Joseph, J., Ocasio, W. and McDonnell, M. (2014) ‘The structural elaboration of board
independence: executive power, institutional logics, and the adoption of CEO-only board
structures in U.S. corporate governance’, Academy of Management Journal, Vol. 57, No. 6,
pp-1834-1858.

Kang, E. and Zardkoohi, A. (2005) ‘Board leadership structure and firm performance’, Corporate
Governance: An International Review, Vol. 13, No. 6, pp.785-799.

Kim, K.A., Kitsabunnarat-Chatjuthamard, P. and Nofsinger, J.R. (2007) ‘Large shareholders, board
independence, and minority shareholder rights: evidence from Europe’, Journal of Corporate
Finance, Vol. 13, No. 5, pp.859-880.

Kyereboah-Coleman, A. and Biekpe, N. (2007) ‘On the determinants of board size and its
composition: additional evidence from Ghana’, Journal of Accounting and Organizational
Change, Vol. 3, No. 1, pp.68-77.

Lehn, K.M., Patro, S. and Zhao, M. (2009) ‘Determinants of the size and composition of
US corporate boards: 1935-2000°, Financial Management, Vol. 38, No. 4, pp.747-780.

Linck, J.S., Netter, J.M. and Yang, T. (2008) ‘The determinants of board structure’, Journal of
Financial Economics, Vol. 87, No. 2, pp.308-328.

Mak, Y.T. and Roush, M.L. (2000) ‘Factors affecting the characteristics of boards of directors:
an empirical study of New Zealand initial public offering firms’, Journal of Business
Research, Vol. 47, No. 3, pp.147-159.

Mcknight, P.J. and Weir, C. (2009) ‘Agency costs, corporate governance mechanisms and
ownership structure in large UK publicly quoted companies: a panel data analysis’,
The Quarterly Review of Economics and Finance, Vol. 49, No. 2, pp.139-158.

Mezhoud, M. and Thabet, T. (2016) ‘Interaction effects between internal governance mechanisms
on the IPO long-term performance’, International Journal of Corporate Governance, Vol. 7,
No. 2, pp.164-179.

Monem, R.M. (2013) ‘Determinants of board structure: evidence from Australia’, Journal of
Contemporary Accounting & Economics, Vol. 9, No. 1, pp.33—49.

Mura, R. (2007) ‘Firm performance: do non-executive directors have minds of their own? Evidence
from UK panel data’, Financial Management, Vol. 36, No. 3, pp.81-112.

Pfeffer, J. (1972) ‘Size and composition of corporate boards of directors: the organization and its
environment’, Administrative Science Quarterly, Vol. 17, No. 2, pp.218-228.

Prevost, A.K., Rao, R.P. and Hossain, M. (2002) ‘Board composition in New Zealand: an agency
perspective’, Journal of Business Finance & Accounting, Vol. 29, Nos. 5-6, pp.731-760.
Raheja, C.G. (2005) ‘Determinants of board size and composition: a theory of corporate boards’,

The Journal of Financial and Quantitative Analysis, Vol. 40, No. 2, pp.283-306.
Rosenstein, S. and Wyatt, J.G. (1990) ‘Outside directors, board independence, and shareholder
wealth’, Journal of Financial Economics, Vol. 26, No. 2, pp.175-191.

Setia-Atmaja, L.Y. (20092) ‘Governance mechanisms and firm value: the impact of ownership
concentration and dividends’, Corporate Governance: An International Review, Vol. 17,
No. 6, pp.694-709.

Setia-Atmaja, L.Y. (2009b) ‘Governance mechanisms, simultaneity and firm value in Australia’,
International Journal of Corporate Governance, Vol. 1, No. 3, pp.241-258.



Testing the demand for monitoring and advisory roles 107

Subramaniam, R.K., Shaiban, M. and Suppiah, S.D.K. (2014) ‘Growth opportunities and dividend
policy: some evidence on the role of ethnicity in an emerging economy’, Corporate
Ownership & Control, Vol. 12, No. 1, pp.126-138.

Ting, P. (2011) ‘The determinants of board size and composition: evidence from Taiwan banks’,
African Journal of Business Management, Vol. 5, No. 17, pp.7622-7631.

Verardi, V. and Croux, C. (2009) ‘Robust regression in Stata’, Stata Journal, Vol. 9, No. 3,
pp.439-453.

Wang, M. and Lee, Y. (2012) ‘The signaling effect of independent director appointments’,
Emerging Markets Finance and Trade, Vol. 48, No. 5, pp.25-47.

Weisbach, M.S. (1988) ‘Outside directors and CEO turnover’, Journal of Financial Economics,
Vol. 20, Nos. 1-2, pp.431-460.

Wooldridge, J.M. (2002) Econometric Analysis of Cross Section and Panel Data, The MIT Press,
Cambridge.

Yu, W. and Zheng, Y. (2014) ‘Government regulation, corporate board, and firm value: evidence
from China’, Journal of International Financial Management and Accounting, Vol. 25, No. 2,
pp-182-208.

Zou, H., Adams, M. and Xiao, J.Z. (2012) ‘Does board independence matter for corporate
insurance hedging’, Journal of Financial Research, Vol. 35, No. 3, pp.451-469.



